This study examines the effects of increasing trade openness on Pakistan's economic growth. A four variable macro model based on the textbook type familiar aggregate demand -aggregate supply framework is specified. And a simple ordinary least square (OLS) technique is used for the estimation. For Pakistan, shocks to trade openness have negative (but insignificant) effects on output growth. The significance of the results depends on the specification of the model, sample size and the length of the data period. The results seem to be consistent with the findings of some empirical studies in which a country may suffer a loss due to increase openness of an economy.
INTRODUCTION
The question of whether trade openness has positive association with economic growth has been a burning issue over the last decade. The motivation for much of this research is the 'new" growth theories. The 'new' growth theories suggest that a country's trade with the rest of the world improves domestic technology and thus allows the country to grow quickly than the closed economies e.g. (Lee, 2011) , (Grossman, G.M., and Helpman, 1990) , and (Lucas, 1988) . On the other hand the neoclassical growth theories suggest that a country's technological change is independent of the resources it possess and thus openness to world trade does not effect economic growth (Solow, 1957) among others). Despite many empirical studies there couldn't emerge consensus on the theoretical appropriateness of the new growth theories. Many empirical studies suggest strong positive effect of openness on growth (e.g. (Lee, Y.H., Ricci, A.L., and Rigobon, 2004) , among others). Some studies concluded that there is negative association between the two (e.g. (Jin, 2006) , among others). There are a number of reasons for this disagreement. For instance, different studies used different methodologies, openness measures, and sample countries (in case of cross country analysis).
This study investigates the relationship between trade openness and economic growth by using a four variable simple model for time series data of the economy of Pakistan. The specification is based on the framework of aggregate demand -aggregate supply analysis. Next section reviews the empirical literature on openness and economic growth. Section 3 explains the methodology used for the construction of the model and the subsequent section discusses the dataset and the construction of the variables for this paper. Whereas section 5 separately reports the examination of the estimations and results with conclusions are drawn in the last section of this paper.
LITERATURE REVIEW
The macroeconomic effect of a country's openness to international trade has been a highly debated topic in the recent literature. The motivation for much of this research is the contrast between the neoclassical growth theories and the 'new' growth theories. The neoclassical growth models, pioneered by (Solow, 1957) , suggest that a country's economic progress is determined largely by a country's available resources such as capital and factor i.e. technological change is independent of its openness to world. In contrast, 'new' growth theories suggest that openness to international trade will increase growth by improving domestic technology e.g. (Lee, 2011) , (Grossman, G.M., and Helpman, 1990) , and (Lucas, 1988) . Hence, an open economy will grow faster than a closed economy through its technological improvement.
Much research work has been done in this area. Some empirical studies confirm the new growth theories that openness to trade boosts the economic growth of a country. In a recent study, (Lee, Y.H., Ricci, A.L., and Rigobon, 2004) found that there is a strong positive association between openness and growth. The results are healthy for some specifications when openness is measured by trade over GDP ratio and even more robust when black market premium is used as proxy for openness. However, the trade aspect may be overstated because black market premium reflects other economic and policy distortions in addition to openness.
Empirical evidences vary in results about openness and growth association. Some show a strong positive association while others show small positive relation. Evidences showing negative correlation between the two are also there. Recently (Chang, R., Kaltani, L., and Loayza, 2009 ) empirically studied the effect of openness on growth and found that openness is correlated with faster growth, but if a country takes comprehensive measures, this positive effect can be significantly enhanced. Countries, when remove trade barriers, enjoy faster growth, and even boosted growth if they take complementary reforms. (Chandran, R.G.V., 2009) concluded that opening of manufacturing sector of a small economy like Malaysia, to international trade will increase the country's economic growth; and if additional institutional measures are adopted too. They further suggest that openness should be made in that sector in which a country has comparative advantage. This survey was conducted for the manufacturing sector of Malaysia. Some similar results are obtained in a survey by (Yanikkaya, 2003) . He found that trade openness positively effects economic growth, both in developed countries and developing countries. However, trade restrictions are also positively and significantly related to growth except for current account payments, which is negatively but insignificantly related to growth. However, this positive correlation depends on some characteristics of the country (i.e. whether the economy is big or small, whether it is a developed country or developing country, and whether the country has comparative advantage in those sectors that are receiving protection).
For developing countries especially, trade liberalization has been spoken to by economists as an effective policy strategy to promote economic development and economic growth. In a cross country analysis, (Lee, 2011) found that there are some characteristics of exports which can affect the node between trade and growth. Countries that export high-tech products have enjoyed more rapid growth and countries that have specialized in exporting low-tech or traditional products have experienced low growth. (Greenaway, D., Morgan, W., and Wright, 2002) suggest that liberalization may affect growth of real GDP per capita favorably. Since liberalizations vary in their complexity and intensity, this is why the effects to be trailed are relatively modest. (Harrison, 1996) found that choice of time period gives different results. For example, for cross section data analysis only one of the components of openness gives positive effect. When data is averaged over the five year period, three of the seven proxies show positive correlation between trade openness and growth; and for one year period data six of the seven components show positive association between the two.
In literature, it is also concluded that openness has effects on inflation. For price stability, many policy makers and academics have reasoned that simple feedback interest rate rule should be adopted, under which monetary authority modifies short-term interest rate in response to changes in inflation. Can these results be same for closed economy as well as for open economy? (Fiore, D.F., and Liu, 2005) found that in a closed economy, an active backward-looking interest rate rule that targets past inflation rates is more likely to guarantee local equilibrium distinctiveness than current or forward-looking interest rate rules. But this may not be a sound monetary policy for a country that is largely open to international trade.
Economies that trade less with the rest of the world are more disposed to sudden stops than those who trade more. The effect of the openness to trade on the probability of sudden stops is qualitatively strong and quantitatively significant as well. All else equal, the increase in the trade to GDP ratio by 10 percentage points will reduce the probability of sudden stop by approximately one percentage point, (e.g. (Cavallo, A.E., and Frankel, 2008) . (Jin, 2006) empirically supports the neoclassical view that a country's technological change is exogenous -unaffected by its openness to world trade. He, in his survey, conducted for the economy of Japan and Korea, concluded that increased openness to world trade has significant negative effects on the growth rates of output. He focused upon the dynamics of openness -growth and openness -inflation. Moreover, he concluded that the proxies for financial markets openness also affects output growth and inflation negatively. In his survey, he found short-run effects to be negative, while no long-run effects are found. Many studies have been undertaken and there is still no consensus on the findings. They reason is that in each study different technique is used, dataset is different, and either it is time series or cross sectional or panel data. Each study has its own type of model, i.e. their model specification is different. There is the shortcoming of the non-availability of data. Some studies have used alternative measure for openness and showed the robustness of the results. In fact, the present study tries to fill this gap.
METHODOLOGY
A four-variable model is constructed as a small macro model for Pakistan to check for short-run effects of openness on economic growth. The basis of the model specified is a familiar textbook type treatment of the framework of aggregate demand -aggregate supply. The variables of the model thus are: real GDP in 2000 prices (Y), real government expenditures in 2000 prices (G), the broadly defined real money supply in 2000 prices (M), and the trade/GDP ratio as a proxy for openness (OPEN).
The trade/GDP ratio is used as a proxy for openness for an open economy. This ratio shows the degree of openness of a country to the rest of the world in trade. The more open a country to the world, the less the restrictions are there in international trade and the higher the share of trade in GDP. Since the data for exports and imports are easily available, most of the literature has used this ratio as a proxy for openness (e.g. (Harrison, 1996) , among others). There are, however, alternative measures of openness used in some studies (e.g. (Baldwin, 2003) , among others).
The model estimated for Pakistan is:
In this model we have checked for the effects of previous year GDP on current year GDP, government expenditures on GDP, current year money supply and previous year money supply effect on GDP, and the effect of openness on GDP (growth of the economy).
Simple OLS regression technique is used for the estimation because of its simplicity in using it for econometric estimation and the model is estimated over the period 1981-2010. For checking whether the model is correctly specified, we conducted the Ramsay test. In Ramsay test we check the probability of the F-statistics. And if this probability is greater than 0.1, we reject H0 and conclude that the model is correctly specified.
The study included some macroeconomic policy variables to the model that are not directly related to international trade and may even cause a positive correlation between openness and growth. Since domestic fiscal and monetary variables are included in the model as control variables, the variables included as domestic fiscal and monetary influence aggregate demand. Real Government expenditures are used as fiscal policy variable and are deflated by the GDP deflator (2000=100). M2 is used as monetary policy variable deflated by the GDP deflator (2000=100). The study found this important to include Government expenditures because it can increase aggregate demand even in the absence of the effect of openness on growth. There can also be correlation between fiscal and monetary policy variables (i.e. monetizing the debt), and hence if we were to omit government spending from the model, the macro affect due to government expenditures might be incorrectly attributed to money supply. 
DATA AND VARIABLE CONSTRUCTION

Variable Construction
The data obtained from State Bank was in nominal terms, so we converted the data to real terms by deflating it by the GDP deflator. Thus the nominal government expenditure is converted into real government expenditures, deflating by the GDP deflator (2000=100). Similarly the data obtained for M2 was also in nominal terms and is made real money supply by deflating by GDP deflator (2000=100).
Moreover, the data obtained from State Bank was in local currency unit and we converted it to foreign currency unit (i.e. US $) by multiplying each year data with the respective exchange rate. The (imports + exports)/GDP ratio is done for getting a variable as a proxy for openness. Alternative measures have also been used in the literature but data regarding those variables are not easily and correctly available. This is why we are using this measure as a proxy for openness.
ESTIMATION AND RESULTS
We employed the simple OLS estimation technique for getting the results of the effect of openness on economic growth. Table 1 presents the OLS results of the model specified. The results are shows that the effect of openness on growth is insignificant. The results in the above table show that there is negative association (if any) between economic growth and trade openness. The negative effect of openness on economic growth is consistent with the argument of (Batra, 1992) , and (Batra, R., and Beladi, 1996) . They showed that a tariff cut due to trade liberalisation policy makes foreign goods more attractive than domestic goods. This decreases the aggregate demand and ultimately economic growth decreases. The impact of lag GDP and of the government expenditures on economic growth is significant. That of the previous year GDP has robust significant effects on the economic growth. The effect of government expenditures on growth is negative. Real money supply also has significant effects on the economic growth. Money supply, when increases; decreases interest rate and private investment decreases as well. When investment decreases it adversely affects the economics growth. R-squared is showing a good fit and also t-statistics are significant except for the openness. This shows that the variables taken here in the model, correctly and almost completely explain the variations in the economic growth (i.e. 99.87% of the variation is captured by all these variables).
For model specification, we conducted Ramsey Reset test and found that the model is correctly specified. The results in table 2 show that there is specification error in the model. In Ramsay test we have two hypotheses, i.e. H0= model correctly specified (if probability of F-statistics is greater than 0.1), and H1= model not correctly specified (if probability of F-statistics is less than 0.1). Here we found that the probability is greater than 0.1 and so H0 is not rejected (showing that the model is correctly specified).
The study checked for the normality of residuals by conducting CUSUM stability test and CUSUM of squares stability test. The stability test of CUSUM for residuals clearly shows that the residuals are normally distributed. The 5% significance shows the significance of the residuals within the 5% level of significance.
CONCLUSION
The question of whether trade openness is good for economic growth has attracted the attention of policy makers since the last two decades. And enormous dynamism has been devoted to this question by academics and policy makers. Most of the evidences are based either on regression analysis or case studies. Different conclusions have been derived about the question but the question is still open. There are several reasons behind this, e.g. one reason is that there is the problem of endogeneity in the regression analysis. There is also the inconvenience of case studies to be replicated because of the different characteristics of the countries.
Some case studies show that there is strong positive correlation between growth and openness to trade, (e.g. (Yanikkaya, 2003) among others),while other shows negative association between the two (e.g. (Jin, 2006) 
among others).
This study investigates the relationship between trade openness and economic growth. We have used the trade/GDP ratio as proxy for openness and we found that there is no positive association between the two; rather there is insignificant negative relationship there. An alternative measure as a proxy for openness is the black market premium, used in the literature.
A four variable model using the familiar textbook type framework of aggregate demand -aggregate supply has been used. Simple "Ordinary Least Square" technique is used for the estimation purpose. And the finding is that there is negative relationship between growth and openness. When a country conducts a tariff cut policy due to trade liberalisation, it may reduce demand for domestic goods as compared to foreign goods. Since aggregate demand domestically will decrease and there will be an overall decrease in the economy's growth. Finally I stress that the domestic economy will be adversely affected if there is sudden openness of the markets for international trade; Korea's financial crisis of 1997 is an example.
